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HURWI T Z, Justice

11 The question in this case is whether Arizona's incone
tax schene violates the intergovernnmental tax imunity doctrine
because it effectively subjects federal enployees’ nmandatory
retirement contributions to current taxation, while deferring
taxation of simlar contributions by state and |ocal enployees.
We conclude that the state incone tax code does not discrimnate
agai nst federal enployees because of the source of their pay or
conpensation, and thus does not violate the intergovernnental
tax imunity doctrine, codified in 4 US.C § 111(a) (2000).

l.

12 This case has a long and conplicated procedural and
substantive history. This litigation commenced in 1989 and has
been the subject of five prior reported appellate opinions.? W
begin with a review of the “long strange trip”? that brought this

case here.

! See Kerr v. Killian, 204 Ariz. 485, 65 P.3d 434 (App.
2003) (“Kerr V'); Kerr v. Killian, 201 Ariz. 125, 32 P.3d 408
(App. 2001) (“Kerr 1V'); Kerr v. Killian, 197 Ariz. 213, 3 P.3d
1133 (App. 2000) (“Kerr 111”7); Kerr v. Waddell, 185 Ariz. 457
916 P.2d 1173 (App. 1996) (“Kerr 117); Kerr v. Waddell, 183
Ariz. 1, 899 P.2d 162 (App. 1994) (“Kerr 1”). We refer in this
opinion to these previous opinions by the parenthetical
short hands above.

2 G ateful Dead, Truckin’, on Anmerican Beauty (Warner
Bros. 1970).



A The Federal Tax Code

13 This controversy has its origins in several arcane
provi sions of the federal tax code. Under various sections of
the Internal Revenue Code, including I.R C 88 401 and 403,
governnental enployers may choose to establish “contributory”
retirement plans. A typical plan requires enployees to
contribute a portion of their income to the plan (the
“enpl oyee’s contribution”) and the enployer then contributes
addi tional funds (the “enployer’s contribution”).

14 In the abstract, both the enployee’'s and enployer’s
contributions would seem to be current taxable income to the
enpl oyee; the former cones out of the enployee’'s salary, while

the latter is plainly a benefit conferred by the enployer as a

result of the enployee s |abor. See generally I.RC 8§ 61
(defining gross incone as “all 1incone from whatever source
derived”). But, in what has aptly been terned “one exanple of

t he dom nance of form over substance in the tax code,” Howell wv.
United States, 775 F.2d 887, 887 (7th Cr. 1985), federal tax
| aw di stingui shes between the enployee’s and the enployer’s
contri butions. An enployer’s contribution to a retirenment plan
“qualified” under |I.R C. 88 401(a) and 403(a) is not treated as
taxabl e incone for the enployee until the plan pays benefits to
t he enpl oyee. See Howell, 775 F.2d at 887. An enpl oyee’s

contribution to a retirenent plan, however, is generally treated



as current taxable incone to the enployee, even if the enpl oyee
is mandated to meke the contributions out of his current pay.
See generally United States v. Basye, 410 U S. 441, 449-50
(1973) (treating contributions to retirement pl an as
“anticipatory assignnents of incone”). The enployee is not
taxed, however, on the eventual distributions from the plan
corresponding to his taxable contributions. See |I.R C. § 72.

15 In 1974, Congress conplicated the situation further by
enacting Pub. L. No. 93-406, 88 Stat. 825 (1974), codified at
l.R C. 8 414(h)(2). Section 414(h)(2) provides that if a state

or local governnmental enployer “picks up” enployee contributions

to a plan qualified under 88 401(a) or 403(a), “t he
contributions so picked wup shall be treated as enployer
contributions,” and thus not subjected to current incone tax.

The Internal Revenue Service has established two criteria that
must be nmet before a state or |ocal governnment can “pick up”

enpl oyee contri butions:

First, t he enpl oyer must specify t hat t he
contri buti ons, al t hough desi gnat ed as enpl oyee
contributions, are being paid by the enployer in lieu
of contributions by the enployee. Second, the

enpl oyee nust not have the option of choosing to
receive the contributed anounts directly instead of
havi ng them paid by the enployer to the pension plan.

Rev. Rul. 81-35, 1981-1 C B. 255.



B. Arizona’s |Incone Tax Schene

16 In 1979, Arizona adopted federal adjusted gross incone
(“A@”) as the starting point for conmputing Arizona taxable
i ncone. 1978 Ariz. Sess. Laws, ch. 213, 8 2 (codified as
anended at Arizona Revised Statutes (“ARS.”) 8§ 43-1001(2)
(Supp. 2003) (“‘Arizona gross inconme’ of a resident individua
nmeans the individual’s federal adjusted gross incone for the
taxabl e year, conmputed pursuant to the internal revenue
code.”)). The income tax statutes list a series of itens
Arizona taxpayers nust add to, or nmay subtract from federal AG
to reach their Arizona taxable incone. See AR S. § 43-1021
(Supp. 2003) (listing twenty-seven additions); id. § 43-1022
(l'isting twenty-nine subtractions).

17 At the sane tinme that the legislature adopted federa
AG@ as the starting point for calculating Arizona taxable
income, it also anended the state tax code to allow state and
| ocal enpl oyees to subtract their mandatory retirenent
contributions from Arizona gross inconme. 1978 Ariz. Sess. Laws,
ch. 213, §8 2 (codified at A RS. § 43-1022(2) (Supp. 1978)).
Under the version of § 43-1022(2) adopted in 1978,
“Iclontributions nmade to the state retirement system the
judges’ retirenment fund, the public safety personnel retirenent

system or a county or city retirenent plan” could be subtracted



from the enployee’s Arizona gross incone.? In 1982, the
| egi slature added nmandatory contributions to the elected
officials’ retirenment plan (“EORP’) to the list of subtractions.
1982 Ariz. Sess. Laws, ch. 126, 8 2 (codified at A RS § 43-
1022(2) (Supp. 1982)). In 1986, contributions to the
corrections officer retirement plan (“CORP") were added to the
list. 1986 Ariz. Sess. Laws, ch. 325, 8 3 (codified at AR S. §
43-1022(2) (Supp. 1986)).%

18 In addition to allowing subtractions from Arizona
taxable inconme of enployee contributions to the various
retirenment plans, Arizona |law also provided until 1989 that al
benefits paid to enployees under those plans could |ikew se be
subt ract ed. See ARS. 8§ 43-1022(3) (Supp. 1988). Thus, state
and |ocal enployees could avoid Arizona taxation altogether on
retirenment benefits, regardless of whether these benefits
derived from enpl oyers’ contributions or enpl oyees’
contri butions. In 1989, however, Davis v. M chigan Departnment
of Treasury, 489 U S. 803 (1989), held that a simlar M chigan
statute violated principles of intergovernnmental tax imunity,

by favoring retired state and |ocal governnental enployees over

3 W refer in this opinion to the Arizona state
retirement system as “ASRS’ and the public safety personnel
retirement systemas “PSPRS.”

4 The sanme |aw renoved contributions to the judges’

retirement fund fromthe list of permtted subtractions, as that
fund had been conmbined with EORP. See A R S. § 38-802 (2001).



federal enployees, who were not allowed to deduct retirenent
benefits fromtheir taxable M chigan incone.

19 The Arizona legislature pronptly reacted to Davis by
anending AR S. 8 43-1022(3) to elimnate benefits received from
state and local retirenent plans from the list of permtted
subtractions from Arizona gross taxable incone.?® 1989 Ariz.

Sess. Laws, ch. 312, § 12. The sanme statute also renmpved from
the list of statutory subtractions contributions to ASRS, EORP

and county or city retirenent plans. | d. In 1991, the
| egi slature renoved mandatory contributions to CORP and PSPRS
fromits list of subtractions from Arizona gross incone. 1991
Ariz. Sess. Laws, ch. 155, § 8 (retroactively effective to
January 1, 1991).

110 Thus, for tax years after 1990, Arizona |aw has not
provided for subtraction from gross inconme for mandatory
enpl oyee contributions to any state or local retirenent plans
and it has treated benefits received from federal, state or
| ocal plans simlarly. This did not nean, however, that all

enpl oyee contributions were imediately subjected to current

Ari zona t ax.

° At the same tine, the legislature anended § 43-1022 to
al l ow the annual deduction of up to $2500 of retirenent benefits
received by the taxpayer fromeither state or federal retirenent
systens. 1989 Ariz. Sess. Laws, ch. 312, § 12 (now codified at
AR S. 8§ 43-1022(2) (Supp. 2003)).



111 Beginning in 1985, the legislature had enacted
statutes authorizing certain state retirenent plans to “pick up”
enpl oyee contributions pursuant to I.R C 8 414(h)(2). 1985
Ariz. Sess. Laws, ch. 294, 8 4 (now codified at ARS. § 38-
736(B) (2001) (authorizing ASRS pick up)); 1985 Ariz. Sess.
Laws, ch. 309, 8 4 (now codified at A RS. § 38-810(E) (2001)
(authorizing EORP pick up)); 1986 Ariz. Sess. Laws, ch. 325, § 1
(now codified at A RS 8§ 38-892 (2001) (authorizing CORP pick
up)). Prior to 1989, ASRS and EORP had already opted to pick up
enpl oyee contributions pur suant to § 414(h) (2); t hese
contributions were therefore not included in federal AG, and
thus not subject to current Arizona tax, notw thstanding the
el imination of the previous subtractions in 1989.°

112 Al t hough CORP had received |egislative authorization

to pick up enployee contributions in 1986, it did not elect to

6 In addition to the subtractions from incone previously

set forth in ARS. 8§ 43-1022(2) for contributions to state
retirement plans, the statutes governing ASRS and EORP have |ong
provided that nenber contributions “are exenpt from state,
county and nunicipal taxes.” 1953 Ariz. Sess. Laws, ch. 128, 8§
22 (now codified at A RS. 8§ 38-792(A) (2001) (ASRS)); 1985
Ariz. Sess. Laws, ch. 309, 8 4 (now codified at AR S. § 38-811
(2001) (EORP)). The sanme statutes also previously exenpted from
state taxation Dbenefits received from these funds; those
exenptions were renoved in 1989 in the sane |law that elim nated
the authorization for subtractions from incone. See 1989 Ariz
Sess. Laws, ch. 312, 8 6 (ASRS); id. §8 8 (ECRP). Presumabl vy,
the legislature did not renove the exenption of the nenber
contributions in 1989 in |light of the preexisting pick ups under
8§ 414(h)(2) by ASRS and EORP.



do so immediately; its pick up was first effective on July 1,
2000. PSPRS did not receive legislative authorization to pick
up enpl oyee contributions until 1999, 1999 Ariz. Sess. Laws, ch.
50, 8§ 4; 1999 Ariz. Sess. Laws, ch. 327, 8 22 (now codified at
A RS 8§ 38-843.01 (2001)), and its election was effective at
the sane time as CORP’s.’ Thus, throughout the period from 1989
to 2000, the thousands of state and |ocal enployees covered by
these two plans paid current Arizona incone tax on their
enpl oyee contributions.®
C The § 1983 Action

113 Respondents are Arizona taxpayers, each of whom was
enpl oyed by the federal governnment and who paid state incone
taxes on nmandatory contributions to federal retirenment plans.
See Kerr I, 183 Ariz. at 4, 899 P.2d at 165. In 1989,

respondents filed a class action under 42 U . S.C. 8§ 1983 agai nst

! Until 1989, the statutes governing CORP and PSPRS,
|ike the statutes then governing ASRS and EORP, provided that
both benefits received from and enployee contributions to,
these plans were exenpt from state taxation. AR S § 38-852
(1985) (PSPRS); AR S. 8§ 38-896 (Supp. 1986) (CORP). In 1989,
the legislature renoved the exenption for benefits from these
statutes. 1989 Ariz. Sess. Laws, ch. 312, §8 9 (PSPRS); id. 8§ 10
( CORP) . In 1991, the legislature renoved the exenption for
enpl oyee contributions from the governing statutes. 1991 Ariz.
Sess. Laws, ch. 155, 8§ 2 (PSPRS); id. 8 6 (CORP).

8 As of June 30, 2001, sonme 26,520 state enployees were
enrolled in PSPRS and CORP. Resp. Sep. App. Tab 9. Thi s nunber
was approximately thirteen percent of the total state enployee
popul ation. 1d.

10



the Arizona Departnent of Revenue (“ADOR’) and ADOR officials

alleging that Arizona’s income tax scheme violated the
i ntergovernnmental tax imunity doctrine codified in the Public
Salary Tax Act of 1939, 4 U S C § 111(a), by treating the
enpl oyee contributions of federal enployees differently than
those of state enployees. Kerr 1, 183 Ariz. at 4, 899 P.2d at
165.° Respondents challenged both former A RS § 43-1022(2),
under which all enployee contributions (even if not picked up by
enpl oyers) could be subtracted from Arizona taxable inconme, and
the use in current § 43-1001(2) of federal AG@ as the base for
Arizona taxable incone, because it allowed state enpl oyees whose
contributions were picked up to avoid current taxation. Kerr I,
183 Ariz. at 5, 899 P.2d at 166.

114 The tax court held that the former version of § 43-
1022(2) violated § 111(a). Id. at 13-14, 899 P.2d at 174-75.
It rejected, however, the taxpayers’ attack on § 43-1001(2),
holding that any disparity resulting from the application of
|.RC 8 414(h)(2) to determne federal AG@ did not violate the
i ntergovernnmental tax imunity doctrine. Id. at 14-15, 899 P.2d
at 175-76. The court of appeals affirmed the tax court wth

respect to former 8§ 43-1022(2), id. at 16-17, 899 P.2d at 177-

o The putative <class included respondents and all
Arizona taxpayers enployed by the federal governnent who paid
state inconme tax on their mandatory retirenent contributions.
Kerr 1, 183 Ariz. at 4, 899 P.2d at 165.

11



78, but reversed with respect to 8 43-1001(2), holding that the
effect of adopting federal AGd was to discrimnate against
federal enployees in favor of state enployees whose enployers
had picked up the enployee contributions. ld. at 14-15, 899
P.2d at 175-76.

115 After ADOR petitioned for review we vacated Kerr | and
remanded for reconsideration in light of National Private Truck
Council, 1Inc. v. Gklahoma Tax Comm ssion, 515 U S. 582, 585
(1995), which held that before suing under § 1983, plaintiffs
must first exhaust all “adequate renedies.” On remand, the
court of appeals held that these plaintiffs had failed to
exhaust their state admnistrative renmedies and renmanded to the
tax court with instructions to dismss the 8§ 1983 action. Kerr
1, 185 Ariz. at 467, 916 P.2d at 1183.

D. The Refund Suit

116 At the sane tine that they instituted the § 1983
action, respondents filed admnistrative claims with ADOR on
behal f of thenselves and the class requesting refunds based on
Arizona' s allegedly unconstitutional tax schene. See Kerr 111,
197 Ariz. at 215 § 6, 3 P.3d at 1135. An ADOR hearing officer
held that the agency had “no legal authority to pass on the
legality of the statutory schenme or to recognize a class refund
claim” | d. Respondents appealed to the Board of Tax Appeals

(“BOTA”), which held that neither ADOR nor BOTA had authority to

12



entertain class refund clains. Id. T 7. As to respondents’
i ndi vi dual clains, BOTA held that the adoption of federal AG in
8§ 43-1001(2) did not violate the intergovernnmental tax inmunity
doctrine and therefore refused to grant refunds for tax years
after 1990. See Kerr 1V, 201 Ariz. at 129 § 11, 32 P.3d at 412.
BOTA, however, held that those respondents who were parties to
the administrative proceedings should be granted refunds for
taxes paid on their mandatory contributions from 1985 through
1990. Id. at 128-29 11, 32 P.3d at 411-12.'° The governor
thereafter directed ADOR to nmake refunds for the tax years from
1985 to 1990 to all taxpayers who had filed tinely refund
clainms, whether or not they were parties to the admnistrative
action. Id. at 129 T 12, 32 P.3d at 412. "

117 Respondents then sought review of the BOTA rulings in
the tax court. That court denied respondents’ notion to certify
a class consisting of “all current and forner federal enployees

who paid Arizona inconme taxes on contributions they nade to

10 In June 1998, the tax court awarded respondents’

attorneys twenty percent of each refund as fees. The court of
appeals affirned that award. Kerr 111, 197 Ariz. at 220, 3 P.3d
at 1140.

11 ADOR later ruled that “taxpayers who were taxed on
mandat ory retirement contributions to retirement pl ans
mai ntained by the federal governnent” for tax years prior to
1991 and who tinely filed anended returns, refund clainms, or
protective clainms, were entitled to a refund of excess anmounts
paid in those years. Ariz. Individual Incone Tax Ruling 98-1
avai l abl e at http://ww.revenue.state.az.us/rulings/itr98-1. htm

13



United States Governnent retirenment plans from 1984 to the
present who have not received refunds of such taxes.” Kerr 1V,
201 Ariz. at 129 T 13, 32 P.3d at 412. The court also denied
the taxpayers’ *“alternative notion to certify a class of al
federal enployees who filed tinely refund clainms for one or nore
years from 1991 to the present.” Id. The tax court, however,
held that the use of federal AG as the Arizona tax base in §
43-1001(2) violated 8 111(a) because its effect was to
discrimnate against federal enployees in favor of state
enpl oyees. |1d. ADOR appeal ed and respondents cross-appeal ed.
118 In Kerr 1V, concluding the reasoning of Kerr | was
“inconplete and ultimately incorrect,” 201 Ariz. at 130 § 18, 32
P.3d at 413, the court of appeals rejected respondents’ attack
on § 43-1001(2) and thus rejected any clains for refunds for tax
years after 1990. ld. at 131 § 22, 32 P.3d at 414. The court
held that the Arizona taxing schene did not violate 8§ 111(a),

because it did not discrimnate because of the [federal or
state] source of pay or conpensation.”” Id. (quoting 4 US.C 8§
111(a)). Kerr IV  concluded that the Arizona schene
“di stinguishes not between state and federal enployees, but
rat her between all those whose enployers nmake or pick up their

mandatory contributions and all those whose enployers do not.”

Id. § 26.

14



119 Wth respect to tax years 1985 through 1990, Kerr 1V
affirmed the tax court’s conclusion that certification of a
class of those whose refund clainms had been denied would be
redundant and unnecessary. |1d. at 133 Y 33-34, 32 P.3d at 416.
As to those in the putative class who had not filed witten
refund clainms, relying on Arizona Departnment of Revenue V.
Dougherty, 198 Ariz. 1, 6 P.3d 306 (App. 2000) (“Ladewig 17),
the court of appeals held that the tax court acted within its
discretion in denying class status to those taxpayers who had
failed to exhaust applicable statutory adm nistrative remnedies.
Kerr 1V, 201 Ariz. at 133 § 35, 32 P.3d at 416.

120 Shortly after the court of appeals issued Kerr 1V, we
held in Arizona Departnment of Revenue v. Dougherty, 200 Ariz.
515, 29 P.3d 862 (2001) (“Ladewig I1”), that a class action can
be used as a vehicle for bringing and exhausting certain
adm ni strative cl ai ns. Respondent s t hen noved for
reconsideration of the class action rulings in Kerr 1V wth
respect to tax years 1985 through 1990 in light of Ladewig I1I;
they also sought reconsideration of the court of appeals’
substantive rejection of their clains with respect to tax years
after 1990.

121 The court of appeals granted the notion for
reconsi deration and issued the opinion now under review, Kerr V,

204 Ariz. 485, 65 P.3d 434. In Kerr V, the court of appeals

15



held that its analysis in Kerr IV rested on a “narrow, m staken
application of the literal l|language of 4 U S. C. 8§ 111.” 1d. at
491 T 23, 65 P.3d at 440. Because the effect of 8§ 43-1001(2)
for tax years after 1990 was to require federal enployees to pay
current Arizona incone tax on their mandatory contributions,
while deferring such taxation for state and |ocal enployees, the
court of appeals held that United States Suprenme Court case |aw

interpreting 8 111(a) nmandated that the Arizona schene be struck

down wunless it was justified by significant differences
bet ween these classes. I1d. (quoting Davis, 489 U S. at 815-16).
Finding none, Kerr V concluded that 8 43-1001(2) violated the
i ntergovernnmental tax inmunity doctrine. ld. at 493-95 1 28-

37, 65 P.3d at 442-44. As to class action issues, the court of

appeals determined that it was best to allow the tax court “a
fresh look” in light of Ladewig Il, and remanded to the tax
court for reconsideration of these issues. |d. at 496-97 Y 46,
65 P.3d at 445-46.

122 ADOR petitioned for revi ew only on t he

i ntergovernnmental tax imunity issue. W granted review because
of the obvious statewide inportance of the issue. W have
jurisdiction pursuant to Article 6, Section 5(3) of the Arizona
Constitution, Arizona Rule of Civil Appellate Procedure 23, and

A.R'S. § 12-120.24 (2003).

16



.

123 The intergovernnental tax imunity doctrine has its
genesis in MCulloch v. Maryland, 17 U S. (4 Weat.) 316 (1819),
whi ch held that Maryland could not inpose a tax on the Bank of
the United States. See Davis, 489 U S. at 810. Until 1938, the
doctrine was expansively interpreted to prohibit state and
federal governnents from taxing the salaries of the other’s
enpl oyees. See Jefferson County v. Acker, 527 U S. 423, 436
(1999), and cases cited therein.

124 In the late 1930s, however, the doctrine underwent a
significant “contraction,” id. at 436 n.6, at the hands of the
Suprene Court. First, in Helvering v. Gerhardt, 304 U S. 405
(1938), the Court held that the federal governnent could tax the
sal aries of enployees of the Port of New York Authority. Then

in Gaves v. New York ex rel. O Keefe, 306 U S. 466 (1939), the
Court expressly overruled a nunber of prior decisions and held
that a state’s inposition of an income tax on the salaries of
federal enployees placed no unconstitutional burden on the
federal governnent. Since Gaves, the Suprene Court has
proclained “a narrow approach to governnental tax immunity.”
United States v. New Mexico, 455 U. S. 720, 735 (1982). Case |aw
after Graves has nmade plain that the doctrine “barred only those

taxes that were inposed directly on one sovereign by the other

17



or that discrimnated against a sovereign or those with whomit
dealt.” Davis, 489 U S. at 811.

125 In its decisions contracting the intergovernnmental tax
immunity doctrine, the Suprene Court has “recognized that the
area IS one over whi ch Congr ess IS t he pri nci pal
superint endent.” Jefferson County, 527 U S. at 425. Shortly
after Graves was announced, Congress adopted the Public Salary
Tax Act of 1939, “the primary purpose of which was to inpose
federal incone tax on the salaries of all state and | ocal
governnmental enpl oyees.” Davis, 489 U S. at 810. But ,
“concerned that considerations of fairness demanded equal tax
treatnent for state and federal enployees,” Congress also
expressly waived in 8 4 of the 1939 Act “whatever inmunity woul d
have ot herw se shielded federal enployees from nondi scrimnatory
state taxes.” ld. at 812. Section 4, codified at 4 US C 8§
111(a), provides that “[t]he United States consents to the
taxation of pay or conpensation for personal service as an
officer or enployee of the United States,” but only “if the

taxation does not discrimnate against the officer or enployee

because of the source of the pay or conpensation.” Secti on
111(a) thus “codified the result in Gaves,” and foreclosed
subsequent br oader j udi ci al interpretation of t he
intergovernnmental tax immunity doctrine. Davis, 489 U. S at

812. The Suprene Court has held that the imunity provided in 8§

18



111(a) IS “coext ensi ve W th t he prohi bition agai nst
discrimnatory taxes enbodied in the nodern constitutional

doctrine of intergovernnental tax imunity.” 1d. at 813.

A

126 The initial inquiry wunder 8 111(a) is whether a
chall enged state tax discrimnates against federal enployees
“because of the source” of their conpensation. If the alleged
discrimnation is not because of the federal source of incone,

but rather for sone other reason, there is no violation of the
i ntergovernnmental tax imunity doctrine. See Jefferson County,

527 U.S. at 442-43 (holding that a facially nondiscrimnatory
Al abama occupational tax exenpting those who held |icenses under
other state or county laws did not violate § 111(a),
notw thstanding the fact that the plaintiff federal judges could
never qualify for exenption, because the tax *“does not
discrimnate against federal judges in particular, or federal

of ficeholders in general, based on the federal source of their
pay or conpensation”); Cheatham v. Eagerton, 703 So. 2d 389, 391
(Ala. Gv. App. 1997) (holding that exenption of state |aw
enforcenment officers’ per-diem subsistence allowance from state
taxation did not violate 8§ 111(a), notw thstanding that federa

officers received no conparable allowance, because the tax
schene does not discrimnate because of the “source” of the pay

or conpensation).

19



127 Wien the state schene does discrimnate because of the
federal source of pay, the cases require a second |evel of
anal ysi s. I mposition of a heavier burden on federal enployees
because of the source of pay my be justified only by
“significant differences between the two classes.” Davis, 489
U S at 815-16 (quoting Phillips Chem Co. v. Dumas |ndep. Sch.
Dist., 361 US. 376, 383 (1960)). In determ ning whether this
standard of justification is net, decisions in the equal
protection field “are not necessarily controlling.” 1d. at 816.
Rat her, the inquiry is whether the inconsistent tax treatnent
“is directly related to, and justified by, “significant
differences between the two classes.’” ld. (quoting Phillips,
361 U. S. at 383-85).
B

128 The opinion bel ow passed quickly over the first |evel
of analysis required under § 111(a). The court of appeals
apparently started fromthe prem se that because the adoption of
federal AG@ as the Arizona inconme tax base in 8§ 43-1001(2)
effectively required respondents to pay current tax on their
enpl oyee contributions while deferring taxation for state and
| ocal enployees whose contributions had been picked up under
|. R C. 8§ 414(h)(2), the Arizona schene necessarily discrimnated
agai nst respondents because of the federal source of their pay.

Kerr V, 204 Ariz. at 440-41 1 24, 65 P.3d at 491-92.
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129 W reach a contrary conclusion. At the outset, it is
worth noting that every Supreme Court decision cited by
respondents in which a state tax was found to violate § 111(a)
or the intergovernnental tax immnity doctrine involved a tax
statute which discrimnated on its face against federal
enpl oyees or federal property. For exanple, in Davis, Mchigan
| aw provided a deduction for retirement benefits paid by the
state or its political subdivisions, but not for benefits paid
by others, including the federal governnment. Davis, 489 U S. at
805; id. at 814 (“It is undisputed that Mchigan’s tax system
discrimnates in favor of retired state enployees and against
retired federal enployees.”). Simlarly, the Kansas tax schene
struck down in Barker v. Kansas, 503 U S. 594 (1992), provided a
statutory deduction for benefits received by various state and
federal retirees, but no deduction for mlitary retirenent
benefits. ld. at 596. And, the Texas schenme invalidated in
Phillips expressly treated |essees of state land differently
than other |essees, including |essees of federal property. 361
US at 379-80. Thus, each of these cases quickly concluded
that the challenged tax schene discrimnated because of the
federal source of pay, and focused al nost exclusively on whether
such discrimnation was justified by significant differences
between the disadvantaged federal plaintiffs and the advantaged

cl ass.
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130 I n contrast, 8 43-1001(2) cont ai ns no overt
di scrimnation against any taxpayer because of the source of
pay. Every Arizona taxpayer, whether enployed by the federa
governnent, the State, a political subdivision, or a private
enpl oyer, begins with federal AG as the Arizona incone tax
base. And, in contrast to the situation that obtained for tax
years before 1991, Arizona Jlaw no longer provides for
subtraction from that base of contributions mde by state
enpl oyees, while denying such subtraction to federal enployees.
131 Respondents have not identified any Suprene Court
decision in which a facially neutral state tax schenme was found
to have violated the intergovernnmental tax immunity doctrine.
Respondents’ citation to Menphis Bank & Trust Co. v. Garner, 459
U S. 392 (1983), as an exanple of such a case is unavailing.'?
The Tennessee business tax at issue in Menphis Bank, |ike the
Arizona incone tax code, started with a federal AG base. Id
at 394 & n.3. But a Tennessee statute then added to the base

all  inconme derived from obligations of states other than

12 Menphis Bank did not involve an income tax, and thus
did not interpret 8 111(a). Rather, the statute involved was 31
US.C 8§ 742, which allows nondiscrimnatory franchise or other
non-property taxes to be inposed on federal obligations or
interest therefrom Menphis Bank, 459 U. S. at 395-96. However,

because 8§ 742, like § 111(a), is a “restatenent of the
constitutional rule” of intergovernnmental tax inmmnity, the
anal ysis under each section is functionally the sane. ld. at
396- 97.
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Tennessee. | d. Because federal AGd al ready included
obligations of +the United States, see |I.RC § 103, the
Tennessee |law thus provided an express exenption from taxation
for income from bonds issued by Tennessee and its political
subdivisions, while taxing simlar obligations issued by the
United States and all other states. | d. The Tennessee
statutory scheme thus expressly differentiated between interest
received on that state's obligations and all other obligations,
i ncl udi ng those of the federal governnent.?!®

132 Respondents argue that even if there is no facial
discrimnation in 8 43-1001(2), we nust exam ne the “practical
operation” of the Arizona schene. See Phillips, 361 US. at
383. W agree. If the inevitable consequence of a facially
neutral state tax code were that federal enployees were taxed
differently than simlarly situated state enployees because of
the source of their inconme, or if the distinctions drawn in the
state code were “only a <cloak for discrimnation against
federally funded [pay or conpensation],” Barker, 503 U S at
604-05, 8§ 111(a) would plainly invalidate such a schene. But
this is not such a case. In “practical operation,” 8 43-1001(2)

does not require that federal enployees be taxed differently

13 Kraft General Foods, Inc. v. lowa Departnent of
Revenue, 505 U. S. 71 (1992), upon which respondents also rely,
is even further afield. That case did not interpret the

i ntergovernnmental tax imunity doctrine, but rather the Foreign
Conmerce Clause, U.S. Const. art. 1, 8 8, cl. 3.
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than state enployees wth respect to nmandatory retirenent
contri buti ons. Arizona taxes the enployee contributions of
those state enployees whose contributions have not been picked
up by their enployers in precisely the sane fashion as it treats
t he enpl oyee contributions of federal enployees.

133 The distinction is not sinply theoretical; it has had
real practical effects on Arizona taxpayers. As noted above,
from 1990 through 2000, the majority of the tax years covered by
this litigation, the enployee contributions of the thousands of
state and |ocal enployees covered by PSPRS and CORP were not
pi cked up, and each of these enployees therefore paid current
state tax on those contributions. VWiile the treatnent of
nunerous state and | ocal enployees in a fashion identical to the
al l egedly disadvantaged federal enpl oyees my not itself
conclusively prove that a state schene does not violate 8§
111(a), it surely denonstrates that the Arizona schene is not
sinply a “cloak for discrimnation.”

134 More inportantly, nothing in the Arizona schene
di scrim nates between taxpayers based on the federal or non-
federal source of inconme; the distinction is instead based on
whet her a particul ar governnmental enployer has voluntarily opted
to pick up the enployee contributions and treat them as enpl oyer
contri butions. Section 414(h)(2) is permssive; it treats

enpl oyee contributions as enployer contributions for federal tax
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purposes only if the enployer voluntarily opts for such
treat nent.

135 Respondents argue that because 8§ 414(h)(2) only
authorizes state and |ocal governnental enployers to pick up
enpl oyee contributions, the effective distinction in § 43-
1001(2) between those enpl oyers who pick up and those who do not
necessarily discrimnates against federal enployees. Thi s
argunent, however, takes far too narrow a view of the national
government and the choices it has nade. Section 414(h)(2)
sinply gave state and |ocal enployers the option to choose to
pi ck up; w thout advance federal authorization, they could never
choose to do so. The federal governnment, however, already had
that option and, through its legislative branch, can exercise
that option at any tine it desires. In “practical operation,”
the federal governnent has thus far sinply voluntarily opted not
to pick up, just as sone state enployers voluntarily so opted in
Arizona throughout the 1990s. Once the state enployers nade the
choice to pick up, their enployees’ contributions were treated
identically to those of gover nnment al enpl oyers who had
previously made this election. Wen and if the federal enployer
makes the sane choice, Arizona tax law will treat its enployees

contributions in an identical fashion.

136 In short, 8 43-1001(2) 1is not a subterfuge for

di scrimnation against respondents because of their federal
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source of pay, nor is Arizona's treatnent of respondents’
enpl oyee contributions a necessary consequence of their federa
st at us. Rat her, the difference is not who pays the enployees,
but the voluntary choice nade by the enployer as to whether the
contributions should be picked up.

137 Cases dealing with mlitary retirement benefits are
particularly instructive on this point. Barker invalidated a
Kansas tax schenme which allowed subtraction of various
retirement benefits, both state and federal, from taxable
i ncome, because the statutes did not permt benefits received by
retired federal mlitary personnel to be deducted. Bar ker, 503
U S 594, In contrast, Cooper v. Comm ssioner of Revenue, 658
N. E. 2d 963 (Mass. 1995), decided sone three years after Barker
upheld a Massachusetts statutory schene which exenpted from
taxation retirenment benefits received from any governnental
pension fund to which the taxpayer contributed during
enpl oyment, while taxing benefits received from all other plans.

The federal mlitary retirenent pension system involved no

enpl oyee contributions, and all mlitary retirees were thus
subj ected to Massachusetts income tax on their benefits. Id. at
964. The “practical operation” of the Massachusetts plan, at

|l east with respect to mlitary retirees, was thus identical to
t he Kansas schene. Nonet hel ess, Cooper held that any differing

treatment of mlitary retirees from other governnent retirees in
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Massachusetts was not because of the “source of pay,” but rather

because the federal governnent had designed their plan as non-

contributory. | d. Because all non-contributory plans were
treated equally — even though wvirtually all Massachusetts
enpl oyees now participated in contributory plans!* — any

differing treatnment was not because of the source of the

mlitary retirees’ incone, but rather because of a separate,
non-pretextual, distinction. 1d.?*°
138 The sane is true here. Arizona tax law effectively

di stingui shes between taxpayers whose governnental enployers
choose to pick up enployee contributions and those whose
governnental enployers do not choose to do so. That distinction

is not “because of the source” of the enployee’ s conpensation

14 Massachusetts established its contributory retirenent

system in 1936 and 1937. Cooper, 658 N E.2d at 965. Thus, it
was doubtful that any current state retiree participated in a
non-contri butory system although the Suprene Judicial Court so
assunmed for purposes of analysis in Cooper. . Filios wv.
Commir of Rev., 615 NE2d 933, 936 (Mass. 1993) (noting
theoretical possibility that state enployee participants in old
non-contri butory plans were still alive).

15 Respondents argue that Cooper is no |longer good
authority because the Massachusetts |egislature has since
changed the statutory tax schenme to exenpt mlitary retirenment
pay from state taxation. See Mass. 1987 Legis. Serv., ch. 139
(anending Mass. Gen. Laws Ann. ch. 62, 8§ 2(a)(2)(E)). But
nothing in the federal governnental tax immunity doctrine
prevents a state from exchangi ng one non-discrimnatory schene
for another, and we do not ordinarily infer any invalidity in a
statute from subsequent |egislative anmendnent.
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and therefore does not run afoul of the intergovernnental tax
i munity doctrine. 1®
[l

139 For the reasons above, we hold that the court of
appeals erred in Kerr V in concluding that the application of 8§
43-1001(2) to respondents violated the intergovernnental tax
imunity doctrine codified in 8 111(a). W therefore vacate the
opi nion below insofar as it so held and reverse the judgnent of
the tax court to the sane extent. Because ADOR did not seek
review of that portion of the opinion below remanding the class
certification issue with respect to tax years 1985 through 1990
to the tax court for further consideration in light of Ladew g

11, we do not address that portion of the opinion below. ! This

16 Because we conclude that use of federal AQd as the

Arizona tax base in 8 43-1001(2) does not violate the
i ntergovernnmental tax immunity doctrine, we do not need to
consider whether in this case any discrimnation is justified by
substanti al di fferences bet ween respondent s and state
government al enpl oyees. Cf. Wtte v. Dr. of Rev., 829 S W2ad
436 (Mo. 1992) (upholding M ssouri tax schenme which inposed
current taxation on enployee contributions to federal Gvil
Service Retirement System while deferring taxation to other
retirement plans, because of plaintiffs’ failure to show a |ack
of significant differences between the two cl asses).

7 Qur disposition of the intergovernnental tax imunity
issue nobots any question as to whether class certification
shoul d have been granted with respect to clains relating to tax
years after 1990.
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case is remanded to the tax court for further proceedings

consistent with this opinion.

Andrew D. Hurwi tz, Justice

CONCURRI NG

Charl es E. Jones, Chief Justice

Ruth V. MG egor, Vice Chief Justice

M chael D. Ryan, Justice

John Pel ander, Judge’

"The Honorabl e Rebecca Wite Berch recused hersel f; pursuant
to Article VI, Section 3 of the Arizona Constitution, the
Honor abl e John Pel ander, Judge of the Court of Appeals, D vision
Two, was designated to sit in her stead.
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